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EDITORIAL DEPARTMENT NOTE 


There is no better illustration of the value of applying cost 
accounting methods to non-manufacturing activities than the devel- 
opment in recent years of cost analysis for commercial banks, 
This development accords with the adage that “necessity is the 
mother of invention”—that new tools in the management field as 
in the mechanical field are usually the product of a definite 
need. When commercial banks early in the depression found it | 
necessary, because of reduced earnings on the funds entrusted 
to them, to institute charges for certain services which had pre- 
viously been rendered without charge, they faced a pricing prob- 
lem and the necessity of justifying the prices established. This 
resulted in a considerable expansion in cost accounting activities 
in those banks which previously had made a start in this field 
and the inauguration of cost activities by many banks which had 
previously neglected this type of analysis. In the intervening years 
methods have improved greatly and bank executives have come 
to learn that costs can be used as readily for control as for 
pricing purposes, and in banks as well as in factories. The article 
in this issue of the Bulletin provides a clear and well-rounded 
picture of the methods of bank cost accounting which are proving 
so helpful to bank managers today. 

The author of the article, Harold E. Randall, was educated at 
the Boston University School of Business Administration, from 
which he was graduated with the B.B.A. degree in 1923. After six 
years of experience in public accounting with Elliott Davis & Co., 
he joined the First National Bank of Boston in 1929. He is 
a Massachusetts C.P.A. and a graduate in 1939 of the Graduate 
School of Banking conducted by the American Bankers Associa- 
tion at Rutgers University. In 1932, Mr. Randall was made 
Assistant Comptroller and in 1941 promoted to Assistant Vice 
President of the First National Bank of Boston. 


Articles published in the Bulletin present many different view- 
points. In publishing them the Association is not sponsoring the | 
views expressed, but is endeavoring to provide for its members | 
material which will be helpful and stimulating. Constructive com- 
ments are welcomed and will be published in the Forum Section 
of the Bulletin. 
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COST ACCOUNTING IN COMMERCIAL BANKS 


By Harold E. Randall, Assistant Vice President, 
The First National Bank of Boston, Boston, Mass. 


4 pean EXTENT to which cost accounting is being used by com- 

mercial banks may be surprising to many. The purpose of 
this article is to acquaint the reader with the steps which are 
being taken to provide bank management with detailed cost in- 
formation. 

Just as a manufacturing or selling enterprise engaged in the pro- 
duction or sale of several different products should know the net 
profit realized from each, a bank should know how much profit or 
loss is realized from each of its various functions. In the past, 
most banks were satisfied with their regular earning statements 
that revealed only the total net earnings from all sources and a 
broad breakdown of the general types of income and expense. 
Now, however, banks use cost figures to determine the net income 
realized from the commercial, savings, trust, safe deposit and for- 
eign functions, individually as well as in total. 

A bank must also know what its various operations within each 
function actually cost, together with the rate of income it can ob- 
tain on funds, before it can intelligently quote prices for its serv- 
ices. In addition operating inefficiencies may be discovered when 
making a cost study and comparing the costs of certain operations 
with other banks of similar size. 


Procedure Used 

The actual procedure used in bank costing is basically simple 
and in general follows accepted principles of cost finding. An 
outline of the steps taken by a typical bank in completing a cost 
study is shown for illustrative purposes : 


. Classification of functions, departments, etc. 
Calculation of income from funds—“Conversion Fund” 
. Analysis of expenses 

Allocation of expenses 

Compilation of volume figures 

Calculation of “Account” costs 

. Calculation of “per item” costs 

Calculation of functional earnings 

Reconciliation of cost figures with accounting reports 
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Each of the above steps will be discussed briefly and, in addition, 
an explanation will be given of how the resulting cost figures are 
applied in the analysis of customers’ accounts and the determina- 
tion of service charges. 


Classification of Functions, Departments, etc. 


The first step in a cost study is to decide upon the general classi- 
fication of income producing functions, operating departments, 
etc., and as to the general type of cost data that is desired with 
respect to each function or subdivision. In most commercial banks 
this general classification would be as follows: 

Commercial Deposit Division 
Savings Deposit Division 
Trust Division 

Safe Deposit Vaults Division 
Foreign Division 

Capital Funds Division 

Loan and Investment Division 
Service Departments 

Indirect Expenses 


CoMMERCIAL Deposit Division 


The commercial deposit accounts, ordinarily referred to as 
checking accounts, are the backbone of most commercial banks. 
The relationship between a depositor and the bank is worthy of 
some comment. Depositors leave funds with the bank with the 
understanding that the bank will be responsible for the safety of 
the funds and, furthermore, keep itself in a position to return 
the funds upon request. In addition, the bank performs numerous 
services for depositors, such as collecting funds deposited in the 
form of checks, making payments to persons designated by the 
depositors and preparing statements showing all of the trans- 
actions handled for the depositor’s account. The bank must obtain 
reimbursement for these services from the net earnings derived from 
the investment of the depositors’ funds or, when those earnings 
prove inadequate, from direct service charges against depositors. 

This division, in addition to covering the operation of all de- 
positors’ checking accounts, includes such banking services as time 
deposit accounts, domestic collections and the issuance of Cashier’s 
checks. 
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SavinGs Deposit Division 


This division operates the savings depositors’ accounts. Funda- 
mentally, it has about the same function as the commercial deposit 
division, but because of its importance and the fact that its opera- 
tions and costs are considerably different, it is advisable to con- 
sider it a separate functional division. 


Trust Division 
The trust function includes all services performed under a 
fiduciary or agency relationship. These services performed for 
individuals are ordinarily classified as individual trusts or agencies 
and the same type of services performed for corporations are 
ordinarily classified as corporate trusts or transfer. 


SaFE Deposit Division 
This division handles the rental of safe deposit boxes and 
storage space in the safe deposit vaults and is to be distinguished 
from the bank’s own safe-keeping of funds and securities and also 
the so-called customers’ safe-keeping, which is a special service 
performed by the commercial deposit division or trust division. 


ForeicGNn Division 

This division covers the handling of all kinds of foreign trans- 
actions, such as foreign drafts, foreign exchange, letters of credit, 
foreign acceptances and foreign collections. 

In addition to the operations mentioned, it performs services 
for the loan and investment division by handling certain foreign 
and domestic loans and investments, and in many banks it also 
handles foreign deposit accounts. In a small bank it is likely that 
the foreign transactions would be handled within the commercial 
deposit division and in such instances it is necessary to segregate 
the cost of handling those transactions from the other operations 
of the commercial deposit division. 


CAPITAL FunpDs 


The capital funds division represents the entire capital and 
surplus structure of the bank, including such accounts as surplus 
and contingency reserves. This division is not an actual operating 
section but has been created, for cost purposes, to reflect the in- 
come arising directly from the investment of stockholders’ funds 
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as distinguished from the income derived from other sources. In 
most banks only a relatively small portion of the stockholders’ 
funds is used for building, equipment, receivables, etc. ; therefore 
the greater part is available for investment. It is true that the 
capital funds are considered necessary as a protection to the de- 
positors, but in serving this purpose they can still be invested. 

The amount of these funds actually invested in buildings, equip- 
ment and sundry assets is determined and the balance is considered 
as available for loans and investments. The capital funds division 
is credited with the net earnings on those funds available for loans 
and investments and also the net earnings from the operation of 
the bank premises, including both the tenant’s space and banking 
space. 

The expenses normally charged direct against capital funds will 
be certain corporate expenses such as maintenance of stockholders’ 
records, cost of paying dividends, etc. It should be borne in mind 
that, in addition to these direct expenses, capital funds is in effect 
charged with expenses in connection with owned bank buildings 
and its share of the loan and investment costs, since these expenses 
have been deducted in arriving at the net earnings from these 
sources. 

LoAN AND INVESTMENT DIVISION 

The loan and investment division performs the very important 
function of loaning and investing a substantial portion of the 
depositors’ and stockholders’ funds. It has the responsibility of 
following the progress of the loans and securities during their 
ownership by the bank and collecting the income currently. Last 
but not least, it must reconvert those loans and securities into 
cash. Without question, loaning is one of the most important 
functions of a bank and yet from a cost procedure standpoint it 
must be considered more in the nature of a service division and 
not a final income producing division. In the cost statements it 
is shown as the cost of loaning and investiig funds and is thus 
reflected in the net earnings on funds to be apportioned to the 
divisions making funds available, such as commercial, savings, 
foreign and capital funds. 

SERVICE DEPARTMENTS 


Service departments are those performing work for a number 
of other departments. Eventually the total costs of these service 
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departments are allocated to the income producing functions. The 
more common service departments are stenographic, supply, audit- 
ing, personnel, etc. 


INDIRECT EXPENSE 


It is obvious that, in common with other enterprises, a bank 
cannot allocate all of its expenses directly to departments or 
operations. Certain expenses must be accumulated separately and 
allocated on some arbitrary basis. In banks, the total of such 
expenses, if a thorough analysis has been made, rarely exceeds 
10 to 15 per cent of the total operating expenses. Included in 
this classification would be pensions, directors’ fees, the undis- 
tributable portion of higher officers’ salaries and expenses, and 
advertising and new business expense. The basis used for allocat- 
ing such expenses will be described later. 


DEPARTMENTAL CLASSIFICATION FOR EXPENSE 


ALLOCATION 
CaprtaL Funps Division Sare Deposit Division 
CoMMERCIAL Deposit Divison Savincs Division 
Analysis Trust Division 
Bookkeeping Administration 
Collections Bookkeeping 
Proving Section Income Collection 
Stop Payments Income Tax 
Tellers Investment 
Certification Paying Agent 
Coin 7 Transfer Agent 
Paying and Receiving 
Pay Roll 
Transit 
ForeiGN Drviston LoANING AND INVESTMENT Costs 
Bookkeeping Commodity Loans 
Collections Demand Loans 
Commercial Letters of Credit Own Investments 
Credit Personal Loans 
Drafts Real Estate Loans 
Loans Time Loans 
Payments 
Trading 
Travelers’ Checks and Letters of 
Credit 
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Service DEPARTMENTS Inprrect EXPENSES 
Accounting Advertising 
Addressograph Administration Officers’ Expenses 
Archives (undistributable portions) 
Auditing Directors’ Fees 
Correspondence Files Library 
Credit New Business 
Mailing Pensions 
Messengers 
Personnel 
Photostat 
Purchasing 
Stenographic 
Supply 


Tabulating 

Telephone Switchboard 
Translation 

Wires and Cables 


Calculation of Income from Funds—“Conversion Fund” 

The actual funds available to the bank for loans and investments 
cannot usually be traced to specific assets for the reason that, in 
the normal course of business, all such funds lose their identity 
upon receipt by the bank. In effect, both capital funds and de- 
positors’ funds all go to make up one large reservoir of funds 
from which the various forms of loans and investments are made. 
For identification purposes we can call this pool of funds the 
“Conversion Fund.” Under this theory all funds in this “pool,” 
regardless of whether they represent capital funds, commercial 
demand and time deposits, or savings deposits, will receive the 
same rate of return on every dollar in the “Conversion Fund.” 

Not all of the capital funds and depositors’ funds are available 
for conversion into earning assets. Capital funds must first pro- 
vide for a building, furniture and equipment, operating cash, and 
similar assets. The residue can be considered as available for 
conversion. 

Similarly, before the depositors’ funds can be invested, it is 
necessary to deduct such items as uncollected deposits, required 
reserves that must be kept with the Federal Reserve Bank, and 
an allowance for the normal cash requirements of depositors. 

The first step, therefore, in calculating income from funds will 
be to determine the average balance of the funds available for 


754 


‘ 
‘ 


N. A. C. A. Bulletin 


March 15, 1941 


conversion for the period being studied. The source of this in- 
formation is the bank’s general ledger account balances averaged 
for the period. 

To illustrate this calculation, the following example is shown 
of the analysis of the funds of a hypothetical bank, showing for 
each division of the bank, first the list of funds and then the 
determination of the portion available for conversion. 


ANALYSIS OF FUNDS AVAILABLE FOR CONVERSION 


Six 
Months’ 
CAPITAL Averages 
192,000 
Disposition OF CAPITAL FUNDS 
Furniture and Equipment .................. 27,000 
Aqcounts Receivable, G66... 2,000 
Balance—Available for Conversion....... 1,167,000 
CoMMERCIAL Deposirs—DEMAND 
Disposition OF CoMMERCIAL Depostrs—DEMAND 
Customers’ Deposits—Uncollected .......... $ 375,000 
Federal Reserve Bank Requirement.......... 1,211,000 
Balance—Available for Conversion...... 6,456,000 


ComMERCIAL Deposirs—TIME 


| 
| 
~ | 
| 
| 
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$ 165,000 4 
140,000 
$ 305,000 
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Disposition OF COMMERCIAL Deposits—TIME 

Federal Reserve Bank Requirement.......... $ 15,000 

Balance—Available for Conversion...... 285,000 

Savincs Deposits 
$1,057,000 

Disposition OF Savincs Deposits 

Federal Reserve Bank Requirement.......... $ 53,000 

Balance—Available for Conversion...... 988,000 

$1,057,000 

Foreicn Division Deposits 
169,000 
Foreign Currency Liability Accounts.................. 6,000 

DtsposITION OF ForEIGN Diviston Deposits 

Federal Reserve Bank Requirement.......... $ 26,000 

10,000 

Balance—Available for Conversion...... 156,000 

Recapitulation 
Funps AVAILABLE FOR CONVERSION 

Commercial Deposits—Demand 6,456,000 


With the total amount of funds contributed by all functions 
thus determined, the next step is to determine the average balances 
of the assets in which these funds are invested and the amount of 
income derived thereon during the period. The information re- 
garding the asset balances is obtained from the general ledger and 
the earnings from the bank’s regular income statements. 
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Two deductions must be made from the total income received 
before the average earning rate on funds can be obtained. One 
of these deductions is the total cost of loaning and investing the 
funds. These costs are determined in the course of the regular 
expense breakdown to be described and represent all of the ex- 
penses of the loan and investment function, both direct and in- 
direct. The other deduction is an allowance for losses on loans 
and investments. The amount deducted does not represent the 
charge-offs actually taken by the bank for the period but, instead, 
the calculated average of such losses based on the bank’s past ex- 
perience over a long period. This treatment of bad debts results 
in a more uniform net earning rate, since it eliminates the wide 
fluctuation that would result if actual losses for any pzrticular 
period were used. 

The tabulation of the data as to asset balances and their earnings 
and the determination of the net earning rate is illustrated below. 
It will be noted that earnings rates have been shown at inter- 
mediate points in the calculation to illustrate the effect of surplus 
cash balances that could not be invested advantageously and the 
deductions for loaning and investment costs and reserve for losses. 


CONVERSION FuNnpD Six Average 
Months Annual 
Conversion Fund Assets Assets Income Rate 
$1,540,000 $ 23,000 2.99% 
40,000 190 .95% 
3,435,000 38,810 2.26% 
Foreign Division Loans and Advances. . 295,000 3,830 2.60% 


$7,232,000 $103,180 2.85% 
Due from Federal Reserve 


$2,225,000 
Due from Banks........... 367,000 
968,000 
$3,560,000 

Less: Reserve and Cash 
Requirements .......... 1,740,000 


Net Cash and Due from Banks (in = 
cess of requirements) ............. 1,820,000 


$9,052,000 $103,180 2.28% 
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Less: Loan and Investment Cost...... 13,580 30% 
Reserve for Losses............. 19,000 42% 


== 


The resulting rate of 1.56 per cent represents the average net 
earning rate on all funds available for investment. Each division 
contributing funds to the conversion fund can therefore be 
credited with income on their funds at this rate. The apportion- 
ment of income from conversion fund assets is shown as follows: 


Annual 
Available Income 
Funds @1.56% 


Commercial Deposits—Demand .................05- 6,456,000 50,350 
Commercial Deposits—Time ..................000: 285,000 2,230 


Each function receives the amount indicated as its income from 
its funds. The income received from other sources, such as 
services, is credited at the time the net income of each function 
is calculated. 


Analysis of Expenses 

In banks the actual breakdown of expenses for cost purposes 
is seldom done at the time the expenses are paid and entered on 
the books. Most banks classify their expenses at the time of pay- 
ment by types, chiefly for comparative purposes. The major 
classifications of expenses that are common to most banks are as 


follows: 
Advertising Miscellaneous 
Agency Reports Money Transportation 
Books and Periodicals Postage 
Building Maintenance Protection 
Depreciation Rent 
Directors’ Fees Repairs 
Examination and Audits Salaries 
Insurance Supplies 
Legal Telephone and Telegraph 


Since it is necessary to departmentalize all of these expenses for 
cost purposes, each type of expense must be carefully analyzed. 
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Generally, instead of compiling cost reports on a monthly basis, 
they are compiled on a semi-annual or annual basis. A continuous 
costing of all activities as they occur would be very expensive and 
would be of no practical value. The daily fluctuations in volume 
would cause a continual change in the cost per item and therefore 
would be meaningless. More uniform unit costs can be obtained 
if the total expenses for a period of six months or a year are 
applied to the total volume handled during the same period. The 
various operations performed by the bank are more or less stand- 
ardized and the total expenses generally stable; therefore a thor- 
ough study of item costs every year gives the bank management 
the information it needs in establishing operating policies and 
service charge schedules. 


Allocation of Expenses 


In determining the proportion of each type of expense that is 
chargeable to the various departments and branches, the usual cost 
theories are applied. For example, salaries are allocated on the 
basis of the amount of time spent on the various operations. This 
allocation is especially important in a bank, since salary costs are 
the largest single item of expense. 

In a large bank most of the clerical staff payroll can be allocated 
to specific departments. In some instances, however, time studies 
must be made to determine the proper allocation for those indi- 
viduals whose work is divided among several departments. Officers’ 
salaries are similarly allocated, although direct allocations can 
usually be made only in the case of the officers whose work is of 
an operating nature. Salaries of higher officers must ordinarily 
be allocated on an indirect basis. The salary breakdown also 
serves as the guide for the allocation of such expenses as group 
insurance, social security taxes and other personnel expenses. 

Whether a bank owns its own building or operates rented 
quarters, rent expense must be calculated by establishing the occu- 
pancy costs. This is done in the usual way by accumulating the 
building maintenance expenses plus rent or, in the case of owned 
buildings, depreciation, real estate taxes, and an allowance for 
a fair return on invested capital. The resulting expenses are 
divided by the total square feet of floor space to determine the 
rent cost per foot. However, in arriving at the total floor space, 
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the operating space used by the bank is generally subdivided 
into operating space and public space, which consists of lobby 
areas, officers’ and tellers’ space and contact areas of other de- 
partments requiring direct contact with the public. Since the 
rental value of public space is considerably higher than that of 
ordinary operating space, the total square feet of such space is 
weighted so that the resulting rent charge will reflect the higher 
value. Vault costs are calculated separately and separate rent 
charges are determined, for the reason that the cost of the vault 
and its installation makes its occupancy cost much higher than that 
of other operating space. 

Depreciation offers another problem, in that few banks maintain 
detailed equipment records classified by departments. In order to 
allocate this expense, a schedule of equipment is prepared for each 
department. Each type of equipment is listed and cost or replace- 
ment values are assigned. The probable life is then estimated and 
depreciation charges calculated. To these charges are added pro- 
portionate charges for a fair return on the funds invested in 
furniture and equipment. There will be differences between the 
cost figures and the depreciation taken on the bank’s own books 
which will be accounted for in the reconcilement of cost and book 
figures. 

Expenses are allocated to functions and departments directly, 
insofar as they can be definitely traced. In other instances various 
bases are used, such as a study of the outgoing mail in the case of 
postage expense or in accordance with the number of telephone 
instruments and analysis of toll charges in the case of telephone 
expense. Schedules are prepared for each type of expense show- 
ing the amounts chargeable to each function, department or in- 
direct classification. 

When each type of expense has been analyzed and scheduled, 
the actual allocation is made on working sheets. The order fol- 
lowed in this allocation is shown by the chart illustrated on the 
opposite page. 

As indicated by the chart, each type of expense is allocated 
either to branches, service departments, indirect expense or 
directly to principal functions. Service departments’ total expenses 
are then distributed to functions on bases that will reflect the 
amount of service rendered. For example, the switchboard is 
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allocated in accordance with the number of telephones, the pur- 
chasing and supply departments per dollar of supplies requisi- 
tioned, and the personnel department on the basis of number of 
employees. 

When all service departments have been closed, the indirect 
expenses are then allocated over the principal functions. It will 
be noted from the chart that several classifications of indirect ex- 
pense are shown. The reason for this is that a bank operating 
branches will have some undistributable expenses that apply either 
to branches only, to head office, or both, and it is desirable to 
allocate each group separately. There are also other types of in- 
direct expenses, such as advertising and new business, which must 
be allocated on some special basis. 

Selecting a basis for the allocation of indirect expense is quite 
difficult, as the usual cost methods used for allocating overhead, 
such as direct labor hours, units produced, machine hours or 
labor costs, are not applicable to the operations of a bank. How- 
ever, the total amount of direct expenses charged to a function 
measures to a considerable degree the relative importance of the 
function. This is probably the fairest indication as to the amount 
of indirect expense that should be absorbed. This method has the 
advantage of simplicity, in that a “rate per dollar” of expense can 
be worked out by dividing the total of the indirect expenses by the 
total direct expenses of the functions over which the indirect ex- 
penses are to be distributed. This rate will also apply to any 
further breakdown of the functional totals into departmental ex- 
penses. Indirect expenses, except advertising and new business, 
apply to all operations of the bank and are therefore included in 
the calculation of costs of operations. 

Advertising and new business expenses are also classified in the 
indirect category. In most large banks a substantial portion of 
the business promotion efforts are institutional in scope rather 
than aimed at a particular class of business. For this reason and 
because the benefits derived from these efforts cannot be definitely 
traced to specific functions, these expenses must be accumulated 
separately and allocated to the income producing functions on an 
indirect basis, using the same “rate per dollar” method described 
previously. The advertising and new business expenses in some 
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banks may be so specific that direct allocation is possible. In either 
case, however, these costs are not finally included in operation or 
item costs but are, instead, treated as a separate factor in a manner 
that varies somewhat in each function. The treatment of this 
factor in the commercial function will be illustrated under the 
heading “Calculation of Functional Earnings.” 

When the indirect expenses have been distributed, the total 
costs of functions will have been determined and will be used in 
the calculation of functional earnings as described later. 

The next step is to determine the total expenses of each of the 
departments that make up the functional totals. This is followed 
by the computation of unit costs of all transactions handled by 
these departments. Before these unit costs can be determined, it 
is necessary to obtain volume figures. 


Compilation of Volume Figures 


The commercial deposit function is selected to illustrate the 
principles involved in the accumulation of statistics showing vol- 
ume. The operations performed by some of the departments in 
the commercial deposit division can, in some respects, be likened 
to those performed in a factory engaged in processing operations. 
Checks and deposits are received by the tellers, are then passed 
through the proving section where similar items received in the 
mail or through clearing are included, and finally routed to the 
bookkeeping department where they are posted, canceled and filed. 

The output of each department can be measured by the num- 
ber of items on which it works during the day. There is no prob- 
lem of items “partially processed,” however, since for all practical 
purposes each day’s work must be finished the same day. 

Some departments handle several types of items in their day’s 
work that may require varying amounts of time to handle. For 
example, the tellers may handle the following : 


Deposits of cash only (involves counting and handling of cash) 
Deposits of checks only (most of work done by proving section ) 
Deposits of cash and checks (combination of above) 


Cashed checks on own bank (very little time involved) 
763 
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Cashed checks on other banks (approval generally required ) 
Payrolls (involves preparation of envelopes) 


The collection department may handle the following : 


Sight drafts (relatively simple handling) 
Documentary drafts (involves examination of document ) 
Security drafts (involves examination of securities) 


There are departments that perform the same amount of work 
on all types of items handled, as for example the bookkeeping 
department, whose work consists of a uniform machine posting 
operation on all items handled. 

A simple count of the items applied against the total costs of 
the departments will not in all cases furnish the true cost of 
handling the various types of transactions. Since the amount 
of time spent in handling each item is the measure of the cost, 
it is necessary to classify the work of each department in which 
the work varies, in accordance with the amount of time consumed 
by each type of transaction handled. 

This is accomplished by means of “ratios” or weights, in which 
a unit of time (one second, minute, etc.) is established as a base 
and the amount of time needed to complete each operation is 
established by time studies. Each type of item is then assigned its 
proper “ratio” in accordance with the time study data. The total 
number of items in each classification that were handled during 
the cost period are then multiplied by their respective “ratios” and 
the resulting totals added together to arrive at the total “units of 
labor” for the department. 

It is necessary to determine and apply “ratio” figures to most 
of the volume handled by the commercial deposit division on ac- 
count of the varied nature of the work performed. 


Calculation of Account Costs 


Not all of a bank’s costs can be included in the calculations of 
item costs. Certain of the costs which are of a more or less fixed 
nature are incurred in connection with the maintenance of the 
accounts on the books. The terms “Account” or “Base” cost 
have been generally applied by banks to costs of this nature. These 
“account costs” can be defined as the cost of maintaining an ac- 
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count on the books of a bank, regardless of the size of the balance 
or the amount of activity in the account. Some banks believe that 
there is also an element of “Readiness to Serve” cost that should 
be included. “Account cost” must in all fairness be charged 
equally to each account and not included in the calculation of item 
costs. It is necessary, therefore, to separate such costs from the 
portion chargeable on an activity or volume basis. 


Maintenance of an account in the commercial deposit division 
involves the preparation of statements, answering credit or other 
inquiries, furnishing balances, maintaining card files of signatures, 
and similar work that has little or no relation to the number of 
transactions handled. The “Readiness to Serve” cost, if included, 
is a less tangible item and can best be established by assuming a 
skeleton organization that would be necessary to handle a theo- 
retical minimum of activity. This minimum of activity is gener- 
ally set at a low figure; for example, one deposit and one check 
per account per month. It is possible to obtain from the bank’s 
current volume figures the number of items that can be handled 
by a given number of employees in the various departments, and 
from this data it is possible to estimate the number of employees 
that will be required to handle the minimum activity plus the 
maintenance work. When the number of employees has been 
ascertained in this manner, it is relatively easy to accumulate the 
expenses chargeable to these clerks and determine the total amount 
of the account cost. 


It should be noted that such costs are calculated for each de- 
partment doing work of a nature that should be charged in part 
on a “per account” basis. In the commercial deposit division these 
departments are paying and receiving tellers, bookkeepers, analysis 
clerks, and proof and transit clerks. The sum of the “account 
costs” of each of the departments listed, divided by the actual 
number of accounts on the books, will result in a cost that is 
chargeable equally to all accounts. 


Once the cost per account is established, no further calculation 
need be made in later cost calculations unless the operations of a 
department change radically. The total “account cost” for any 
later period is calculated by multiplying the existing number of 
accounts by the previously determined cost per account. 
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Calculation of “Per Item” Costs 


The costs per item in any department are determined by sub- 
tracting the total “account costs” of the department from the total 
costs and dividing the remainder by the volume of activity. 

As explained previously under “Compilation of Volume Fig- 
ures,” this volume may represent “units of labor” or a simple 
count of items, depending entirely on whether the handling time 
for each of the various kinds of items handled by a department 
varies or is the same for each type. 

If the volume represents “units of labor,” the resulting cost 
will be a cost per unit of labor and not the cost per item. The 
item costs of the various types of items handled can be easily de- 
termined, however, by multiplying this unit of labor cost by the 
ratio or time figures applying to each type of transaction. If all 
of the work of a department takes about the same amount of time 
to handle, dividing its total costs by the count of its items will 
establish the cost per item. 

Examples of operations for which per item costs are calculated 
in several of the departments making up a bank’s commercial de- 
posit division are shown below: 


BOOKKEEPING DEPARTMENT 
Cost of each item posted 


PAYING AND RECEIVING TELLERS 


Cost of cash deposits 

Cost of other deposits 

Cost of cashing checks on own bank 
Cost of cashing checks on outside banks 


Proor DEPARTMENT 
Cost of tellers’ cash deposits 
Cost of tellers’ other deposits 
Cost of checks received from other banks 
Cost of checks paid by tellers 
Cost of checks received in deposits 


TRANSIT DEPARTMENT 
Cost of checks on local banks 
Cost of checks on banks in other cities 
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CoLLecTION DEPARTMENT 


Cost of incoming sight drafts 
Cost of incoming documentary drafts 
Cost of outgoing sight drafts 
Cost of outgoing documentary drafts 
Cost of partial payment items 


Up to this point item costs have been described as applying to 
the work of individual departments. It is obvious, however, that 
in order to make a charge for a service it is necessary to determine 
the total cost of handling a complete transaction from its incep- 
tion to final disposition. 

This calculation is made by determining the departments 
through which each transaction passes and accumulating the costs 
of handling these transactions in the departments involved. For 
example, cash deposits are received by the tellers, then routed 
to the proof section for sorting, and finally sent to the bookkeep- 
ing department for posting and filing. The total cost of each 
cash deposit would, therefore, be the sum of the costs of handling 
a cash deposit in each of the departments mentioned. 

On account of the variety of deposits, checks, etc., handled by 
a commercial bank, it often becomes necessary, for the purpose of 
practical application, to average the costs of several types of trans- 
actions. An example is the cost of paying checks drawn by cus- 
tomers. Such checks may be received through the tellers, by mail 
from distant banks or from other local banks, involving in each 
case a different handling cost. It is impractical to establish vary- 
ing charges for each of these transactions. On such items, an 
average cost is calculated on a weighted basis. The total number 
of items of each class is multiplied by its item cost and the sum 
of the products is divided by the total number of items being 
averaged. 

Item costs established in the manner outlined are used in the 
analysis of customers’ accounts and for making direct charges for 
special services. They also are used as a measure of efficiency of 
a department’s operations by means of periodical comparison 
with previous figures or with those of other banks of similar size. 
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Calculation of Functional Earnings 

Each of the main functions shown in the classification previ- 
ously mentioned has its own source of income in addition to in- 
come from invested funds. The capital funds division, for ex- 
ample, is credited with the net earnings from bank-owned build- 
ings. Similarly, the commercial deposit, savings and foreign 
functions are credited with the income received from special serv- 
ices performed, as determined by an analysis of the miscellaneous 
income accounts for the period. Each function is also charged 
with the total expenses applicable to its operations, as determined 
by the expense allocation previously outlined. In this way the 
net earnings from each function are ascertained. 

To illustrate the preparation of a typical functional earnings 
statement, the commercial deposit division’s figures are shown: 


CoMMERCIAL Deposit Diviston—DEMAND Deposits 
Six 
Months’ Average 
Income & Annual 
Principal Expense Rate 


Funds Available for Conversion........ $6,456,000 $50,350 1.56% 
Cash and Legal Reserve Requirements.. 1,615,000 0 

Less: 
Federal Deposit Insurance.............. $8,071,000* 3,363 08% 
Advertising and New Business Cost.... 8,071,000* 1,106 03% 

8,071,000* 4,469 

Net Earnings on Deposits.............. 8,071.000* $45,881 1.14% 
$45,881 


$51,965 1.29% 
Less: Operating Expenses other 
than F.D.I. and Advertis- 


Tellers’ Overs and Shorts. . 25 
rer 25 30,123 75% 
Net Income on Deposits................ $8,071,000* ~ $21,842 54% 


*Represents total collected funds (total demand deposits less uncollected 
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The statement shown is self-explanatory in most respects. How- 
ever, there are several points that require clarification if a full 
understanding of the various factors is desired. 

The form in which the figures are presented has been designed 
to furnish not only the net earnings of the commercial deposit 
division and the resulting income rate, but also the rate of income 
that the bank can earn on depositors’ funds. This rate serves as a 
guide in the calculation of the amount allowed depositors in the 
analysis of their accounts. In the illustration the net earning rate 
on depositors’ funds is 1.14 per cent per annum, or about 9)¢ per 
month on each $100 of collected balance. 

It will be noted that deductions of $3,363 for Federal Deposit 
Insurance expense and $1,106 for advertising and new business 
costs have been made from the income from funds in arriving at 
this earning rate. In the discussion on allocation of indirect ex- 
penses, the reasons were given for this method of recovering the 
deposit division’s portion of advertising and new business expense. 

The Federal Deposit Insurance is definitely a cost applying to 
the functions having deposits, inasmuch as the premium charged 
is based on the amount of collected deposits. The commercial 
deposit, savings and foreign divisions are charged with this cost 
in proportion to the amount of deposits in each division. The 
maximum coverage of any deposit account is at present $5,000; 
but this fact is not important from a cost angle, as the cost is 
actually based on total collected deposits. For this reason the 
deduction of this expense from the income from funds insures a 
more equitable allocation than if it were included in account or 
item costs. 

Although the figures shown are hypothetical, the relationship of 
the various items of income and expense is somewhat representa- 
tive of actual conditions. In this connection, it is interesting to 
note the effect of required reserves on the earning rate. It will 
be noted from the illustration that, although the income rate on 
funds available for investment is shown as 1.56 per cent, the 
rate representing earnings on depositors’ funds is only 1.14 per 
cent. This reduction is due partly to the deductions of Federal 
Deposit Insurance and advertising costs, but the chief reason is 
that a portion of depositors’ funds is in the form of required 
cash and legal reserves and is, therefore, not available for invest- 
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ment. Since the earnings allowed on customers’ balances for 
analysis purposes are derived solely from the portion of the funds 
that can be invested, it is apparent that the earning rate is auto- 
matically lower if it is applied against customers’ total collected 
deposits. This factor is somewhat confusing to the public, as 
some banks quote their rate on the available funds rather than 
the total collected balance. 

The figures on the statement also show the net income of the 
commercial deposit division as approximately 4% of one per cent. 
This indicates that although the return from the investment of de- 
positors’ funds was 1.14 per cent, the expense incurred in operat- 
ing the accounts was such that this return was reduced substan- 
tially. 

Statements similar to the one illustrated are prepared for each 
of the other income producing functions and the total net income 
from all functions reconciled with that shown by the books of the 
bank for the period. 


Reconciliation of Cost Figures with Accounting Reports 
Cost figures should be definitely tied in with the regular account- 
ing figures to help insure accuracy and confidence in their applica- 
tion. A reconcilement of the cost figures to the books is accord- 
ingly a requisite part of a bank’s cost system. This reconcile- 
ment is relatively simple, in that there should be few differences 
to account for. Examples of the usual differences are as follows: 
Difference between depreciation taken in cost report and 
that taken on books. 
Differences between actual losses for the period and the 
average figures used in the cost report. 
Expenses paid on books that apply to other periods and are 
consequently omitted from the cost figures. 


When such differences have been accounted for, the resulting ad- 
justed net earnings as shown on the functional earning reports 
should agree with the net earnings as reflected by the books. 


Application of Cost Figures to the Analysis of Commercial De- 
posit Accounts. 

The preceding discussion of the operations of the commercial 

deposit division shows how account and item costs are calculated 
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and the income from funds determined. The practical application 
of this information is best demonstrated by the following illustra- 
tion of the analysis formula applied by many banks to the accounts 
of their commercial customers for the purpose of determining 
whether the cost of services rendered exceeds the income realized 
from the balance available for investment. 


ANALYSIS FORMULA 
BALANCE 


1. Average daily ledger 


INCOME 
EXPENSE 
5. Checks paid and debit items handled @ $......... 
10. Other expenses and charges incurred @ ......... 
11. Account cost (per account).......@  ......... 
12. Total expense (items 5-11 inclusive).............. ee 


In preparing an analysis of this nature the data in respect to 
the average balance, uncollected funds, and activity is secured 
from an analysis of the customer’s statement. The earning rate 
allowed on the portion of the balance available for investment is 
based on the rate calculated on the functional earnings statement 
of the commercial deposit division and the charges for the various 
types of items and the account cost are based on the cost of per- 
forming these operations as previously described. 


Conclusion 


The analysis of customers’ accounts, although very important, is 
but one of the many practical applications of bank costs. Similar 
applications of the cost figures are made in the foreign division to 
determine the profit from its many services and to calculate trans- 
action costs for use in establishing charges. Cost information 
‘ is invaluable in formulating policies in respect to fee schedules of 
the trust division and in determining the net earnings of the trust, 
estate and agency sections. In the savings division, cost figures 
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are applied in the determination of the interest rate to be paid 
depositors and to calculate transaction costs. Every function and 
operation of the bank can be scrutinized in this manner and its 
operations and charges placed on a scientific basis. 
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